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“A  wise man never knows all.
everything.”

Only fools know

— African proverh

Despite a variety of ongoing global macroeconomic,
geopolitical, and financial risks, the major U.S. equity
market indices continued their positive Third Quarter
2024 momentum into the Fourth Quarter of 2024,
with the Standard & Poor’s 500 Index (S&P 500),
Dow Jones Industrial Average (DJIA), and
NASDAQ Composite Index (NASDAQ) advancing
+2.39% +0.93%, and +6.36%, respectively, for the
period. For 2024 Year-to-Date the S&P 500, DJIA,

and NASDAQ returned +25.00%, +14.99%, and
+29.60%, respectively. As a result, the major U.S.
equity market indices are trading near all-time, histor-
ic highs, with both forward and trailing 12-month
Price-to-Earnings Ratio valuations above their re-
spective five-year averages.

It appears that this recent momentum is primarily due
to financial market participants’ fear of missing out
on current, and future, equity market advances that
may result from a potential U.S. economic “soft land-
ing” that could be facilitated by a continued easing of
the U.S. Federal Reserve’s (Fed’s) monetary policy.
Whether these expectations will be fully met remains
uncertain, however.

It is important to recognize that—as in 2023—2024’s
overall equity market gains have been primarily driven
by the stocks of a select few companies. Specifically,
the top seven companies (by market capitalization) in
the S&P 500 as of December 31, 2024, represented
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33.5% of the total Index (and are, notably, all in the
Information Technology sector). This represented
an zncrease in concentration from 31.5% as of Septem-
ber 30, 2024, and 26.3% as of December 31, 2023.
As a result, although the market-weighted S&P 500
was up +2.39% in the Fourth Quarter of 2024, the
S&P 500 on an equal-weighted basis was down
—1.89% during the same period. (For 2024 Year-to-
Date, the market-weighted S&P 500 was up
+25.00%, and the S&P 500 on an equal-weighted
basis was up +12.98%.)

Historically, this type of narrowness and divergence
in returns is not usually sustainable—and is typically
resolved either by a correction of the leading stocks
and/or by gains of the lagging stocks (a “broadening
out”). Indeed, index concentration of this magnitude
has typically proven self-correcting, with some com-
bination of regulatory, market, and/or competitive
forces—along with business cycle dynamics—
undermining static leadership (cf. the late-1960s to
early-1970s “Nifty Fifty” stocks and the late-1990s to
early-2000 “dot-com” stocks). We therefore expect
that any resulting potential convergence, or “mean
reversion,” may lead to additional market volatility in
the coming months.

In addition to issues related to the narrowness of the
markets, the current ongoing financial market volatil-
ity appears to continue to be related to significant
uncertainty regarding the impacts of tighter monetary
policy, inflation, and geopolitical conflict on the
global macroeconomy and the resultant effect that
these issues could have on the corporate revenue and
earnings outlook.

Indeed, given the recent elevated uncertainty regard-
ing the scope and timing of the incoming Trump Ad-
ministration’s potential changes to trade, immigra-
tion, fiscal, and regulatory policies, this financial mar-
ket volatility may increase. Currently, we are unable
to confidently make any authoritative assertions re-
garding the impact of the new Administration’s pro-
posals on the geopolitical and global macroeconomic
outlook, much less the financial markets. As you
know, as investors, we remain politically agnostic in
evaluating the economic and corporate impacts of
public policy. That is the reason why we would pre-
fer to analyze the actual legislative mandates and pol-

icies that are enacted by the Trump Administration
and determine their long-term implications before
considering whether any changes to the current in-
vestments in Windward's portfolio strategies are war-
ranted. We will continue to monitor domestic and
international political and economic developments as
they unfold.

Fortunately, despite these uncertainties, among the
Group of Seven (G7), the U.S. economy remains in a
relatively strong position and continues to be sup-
ported by factors that we have discussed in the past,
which include employment-driven increases in house-
hold income and the substantial net worth of the
household sector.

Predictably, some of the factors providing undetlying
support to the U.S. economy over the last few years
have also had the unintended consequence of creat-
ing speculative excesses and unjustified economic
sector rotation in specific areas of the financial mar-
kets. Recent examples include trading activity in near
-bankrupt companies, microcaps, penny stocks, cryp-
tocurrencies, non-fungible tokens (NFTs), special
purpose acquisition companies (SPACs), and themat-
ic exchange-traded funds (ETFs), among other finan-
cial instruments. Liquidity effects, excessive leverage,
and momentum “investing” have combined with high
-frequency trading, algorithms, the pervasive use of
ETFs, and a variety of social media-driven commis-
sion-free retail trading platforms to exacerbate this
trend. In addition, economic sectors with generally-
suspect long-term business fundamentals (e.g., Ener-
gy, Materials, and Financials) have traded in and out
of favor based upon an unwinding (via higher yields)
of the extraordinary bond market rally of mid-2020,
projections of substantive and sustained inflation, and
expectations regarding a renewed commodity super-
cycle.

As we have noted in the past, the ultimate unwinding
of these speculative excesses and rotational sector
moves may result in increased volatility and, poten-
tially, a near-term market correction. (Indeed,
although parabolic advances in stock prices may carry
further than expected, they usually do not correct by
going sideways.) We do not believe, however, that
these factors represent a systemic risk to the overall
financial markets. In addition, we believe that the
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risk associated with any resultant financial market vol-
atility is mitigated in Windward portfolios—especially
over the long run—to a large degree by the fact that
we are invested in businesses that we believe are lead-
ing companies that have high quality standards from
a financial and management perspective, high incre-
mental returns on invested capital, and business mod-
els with competitive advantages.

Historically, periods of excessive ex-ante savings,
combined with demand that is too weak to justify
investment, cause certain areas of the financial mar-
kets to become driven by the speculative rearranging
of portfolios rather than by the underlying business
fundamentals (like return on capital investment). We
are not “traders;” we are investors. As such, it is it-
relevant to us whether or not “the market” agrees
with us over the short term. For speculators, on the
other hand, daily market affirmation remains essen-
tial.

Although our strategies may underperform relative to
the market indices over the short term given the de-
gree to which other market participants make un-
grounded assumptions and/or high-frequency trading
and algorithmic “investment” strategies engage in
daily speculative financial market trading, we believe
that we will continue to be successful in making prof-
itable long-term investments for Windward's portfolio
strategies.* In our view, one of the best ways to ac-
cumulate wealth over the long term continues to be
by investing in high quality businesses—especially
during periods of financial market volatility when in-
vestors can take advantage of valuation discounts to
purchase such businesses “on sale.”

As you know, Windward's goal is to help protect our
clients’ capital and mitigate market-related risks by
investing in specific, high-quality businesses that have
long-term, secular growth opportunities. Indeed, we
prefer to take a proactive approach to managing risk
by investing in specific companies that are taking ad-
vantage of the changes in their operating environ-
ment to create long-run opportunities for their busi-
nesses. Our long-term performance results demon-
strate the effectiveness of our disciplined investment
approach.*

As always, we continue to monitor domestic and in-

ternational political and economic developments as
they unfold. As a result, from our long-term perspec-
tive, ongoing equity market volatility continues to
revolve around numerous global macroeconomic and
geopolitical risks that we have elucidated upon in the
past. We closely monitor these, as well as other, risks
when managing Windward's portfolios of investments.
Since we take a long-term view, we typically do not
react to short-term financial market fluctuations driv-
en by near-sighted market participants. However,
should there be a change in the global macroeconom-
ic indicators and/or corporate fundamentals that we
monitor, we are prepared to take whatever action is
necessary to help protect our clients’ capital.

Sticky

As we have discussed for some time now, several
economic and industry-specific indicators suggest
that U.S. inflation has peaked as a result of tighter
financial conditions, ongoing progress in matching
supply/demand imbalances, a moderation in eco-
nomic growth, and demand destruction, among other
factors.

Many components of inflation appear to have peaked
and are declining rapidly: over the 12 months ending
in November 2024, total Personal Consumption Ex-
penditures (PCE) prices rose +2.4%—a significant
decline from the June 2022 peak of +6.8%. Howev-
er, 2024 has also seen a lack of further progress in
certain core inflation statistics, which appear to be per-
sistent and remain above the Fed’s +2% longer-run
goal: excluding the volatile food and energy catego-
ries, core PCE prices rose +2.8% over the 12 months
ending in November 2024 (down from the February
2022 peak of +5.4%). Although the “last mile” of
the journey to the +2% inflation target may prove
more challenging, it is important to note that the
trend rate of price growth is no longer accelerating but
is, in fact, decelerating.

It is also important to note that, although the raze of
inflation has declined over the last couple of years,
the overall /eve/ of prices remains higher than before
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the pandemic. Despite these elevated levels of cur-
rent inflation, however, longer-term inflation expec-
tations appear to be well anchored, as reflected in a
broad range of surveys of households, businesses,
and forecasters, as well as measures from financial
markets. This indicates an expectation that the Fed
will be successful in its efforts to ultimately control
inflation.

Back in November 2022, Fed Chairman Jerome
Powell discussed how the Fed monitors inflation by
breaking core inflation into three component catego-
ries: (1) core Goods inflation, (2) Housing Services
inflation (which measures the rise in the price of all
rents and the rise in the rental-equivalent cost of
owner-occupied housing, or OER), and (3) inflation
in core Services other than Housing (the so-called
“supercore” inflation).

Of these three component categories, Services ex
Housing is the largest (constituting more than half of
the core PCE index) and may be the most important
category for understanding the future evolution of
core inflation: after peaking at +6.46% year-over-
year in September 2022, “supercore” inflation has
gradually declined nearly every month since then,
reaching a low of +3.75% in October 2023 before
rising to a current rate of +4.05% year-over-year as
of December 2024. This is a large spending category
that covers a wide range of services—from health
care and education to activities as varied as travel and
recreation, legal services, and hospitality. Because
wages make up the largest cost in delivering these
services, it is the labor market that holds the key to
understanding the direction of inflation in this cate-
gory and, by extension, the direction of the Fed’s in-
terest rate policy.

Goldilocks?

As inflation has eased substantially from its peak, the
Fed’s focus has increasingly shifted toward the U.S.
employment situation. In our view, the employment
situation remains solid.

Since the end of the most recent BLS revisions peri-
od in March 2024, U.S. payroll growth, on a three-
month moving average basis, declined from 218,000
per month in April 2024 to 170,000 per month in De-
cember 2024,

Even after accounting for these lower numbers, how-
ever, the U.S. employment situation remains robust,
and the big picture remains relatively unchanged:
job growth is slowing, but not collapsing. The unem-
ployment rate has risen, but layoffs remain low.

Indeed, December 2024 employment growth was
stronger than expected: the U.S. economy generated
256,000 new jobs, while the unemployment rate was
steady at 4.1% (still near a historic low) compared to
3.7% in January 2024.

Despite recent volatility in the monthly employment
statistics due to temporary distortions related to hur-
ricanes and labor strike activity, it is notable that total
U.S. Nonfarm Payrolls are now significantly higher
than before the pandemic, with demand for services
continuing to be the foundation of the post-
pandemic economic expansion. Behind the labor
market’s enduring strength are a variety of structural
and demographic forces that have resulted in a U.S.
economy that appears to be more resilient and less
sensitive to interest rate hikes than in the past.

Since the pandemic, demand and supply in the labor
market has continued to come into better balance. In
addition to the gradual uptick in the unemployment
rate, many other recent labor market indicators point
to a reduced degree of tightness in labor market con-
ditions, including: a declining job openings rate, a
lower quits rate, increases in part-time employment
for economic reasons, a lower hiring rate, and a fur-
ther step down in the ratio of job vacancies to unem-
ployed workers. As a result, monthly Nominal Aver-
age Hourly Earnings growth is not accelerating and
has remained relatively steady at an average of +4.1%
since the beginning of 2023 (and was +3.9% on a
year-over-year basis in December 2024). This is a
significant distinction because, as we discussed eatlier,
wage costs hold the key to understanding the direc-
tion of “supercore” inflation and, by extension, the
direction of the Fed’s interest rate policy.
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While most countries are struggling to achieve their
pre-Pandemic levels of economic growth, the U.S.
economy has surpassed this level. In our opinion,
based upon our analysis of the economic data, a re-
cession does not appear imminent:

U.S. Real Gross Domestic Product (GDP) increased
at an annualized rate of +3.1%, +3.0%, and +1.6% in
the Third, Second, and First Quarters of 2024, re-
spectively. Notably, Real Private Domestic Final Pur-
chases (PDFP)—which comprises PCE and Private
Fixed Investment, and which often provides a better
signal than GDP of underlying economic momen-
tum—rose faster than Real GDP in the Third Quar-
ter. In the Fourth Quarter of 2024, available eco-
nomic indicators suggest that Real GDP growth re-
mained solid, with growth of Real PDFP still outpac-
ing that of Real GDP. (The Federal Reserve Bank of
Atlanta’s most recent GDPNow forecast predicts an
annualized U.S. Real GDP growth rate of +2.7% for
the Fourth Quarter of 2024.)

As a consequence, the near-term corporate revenue
and earnings outlook remains positive. For 2024,
year-over-year S&P 500 Revenues and Farnings are
projected to have increased +9.5% and +5.0%, re-
spectively, while for 2025, year-over-year S&P 500
Revenues and Earnings are projected to increase an
additional +14.8% and +5.8%, respectively.

With inflation receding, employment growth moder-
ating, and monetary policy easing, these economic
data suggest that the U.S. economy’s current growth
potential could be higher than expected and that the
“immaculate disinflation” outcome—whereby infla-
tion decreases without causing a recession or signifi-
cant unemployment increases—is still possible.

We continue to monitor the economic data on an
ongoing basis.

Higher for Longer

As expected, the Fed continued on its path of mone-
tary policy easing during the Fourth Quarter of 2024

by reducing the short-term Federal Funds (Fed
Funds) interest rate by an additional 25 basis points at
both their November and December Federal Open
Market Committee (FOMC) meetings to a target
range of 4.25-4.50% (down from a peak of 5.25-
5.50% in July 2023).

Importantly, however, as a result of the persistence of
inflation and the ongoing strength of the U.S. econo-
my, the Fed (in its most recent Summary of Econom-
ic Projections) has modified its previously-anticipated
monetary policy path for 2025 from a reduction of
100 basis points in the Fed Funds rate to a 50 basis
point reduction. Consequently, the previous 2025
year-end target range for the Fed Funds rate of 3.25-
3.50% has now been pushed back to year-end 2026.

Despite the Fed reducing short-term interest rates,
yields on long-term U.S. Government Bonds have
risen. Specifically, from the September 2024 lows
(and coincident with the Fed’s initiation of interest
rate cuts), yields on U.S. Government Bonds with
longer-dated maturities (i.e., 10-, 20-, and 30-years)
have risen over +100 basis points to approximately
5.00%—exceeding the most recent April 2024 highs
and approaching the 16-year highs reached in Octo-
ber 2023. This recent spike in long-term rates in the
face of the Fed’s reduction in short-term rates may,
or may not, be sustainable and could be attributable
to a variety of factors: long rates could be signaling a
“higher for longer” monetary policy, higher economic
growth expectations, and/or a higher term premium,
for example. Regardless, the move has served to
tighten financial conditions, which could have a nega-
tive economic impact over the coming months.

Although we appear to be at the end of the current
monetary tightening cycle, it remains uncertain how
long restrictive monetary policy will remain in effect
given the persistence of certain components of infla-
tion. There are many reasons why inflation could
remain above the Fed’s +2% target for longer than
expected. For example, inflation could stay elevated
as a result of worsening geopolitical developments,
heightened trade tensions, more persistent shelter
price inflation, financial conditions that might be or
could become insufficiently restrictive, or U.S. fiscal
policy becoming more expansionary than expected.
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Some economists have warned that the economic
proposals currently put forward by U.S. President-
elect Donald Trump—such as unilateral, non-
targeted tariffs, mass deportations, and unfunded tax
cuts combined with expansionary fiscal policy/
stimulus—could also cause inflationary pressures to
reignite.

As a result, restoring price stability could require
maintaining a restrictive monetary policy stance for
some time because the historical record cautions
strongly against prematurely loosening policy. This
could increase the risk of an economic recession.
Although reducing inflation could require a sustained
period of below-trend economic growth and soften-
ing of labor market conditions, restoring price stabil-
ity is essential to set the stage for achieving maximum
employment and stable prices over the longer run.
At the same time, monitoring risks and the respon-
siveness of economic activity to interest rate changes
will be important guides in adjusting the pace—and
duration—of that transition.

Indeed, as we have noted in the past, it is important
to remember that monetary policy works with long
and variable lags—in both directions.

The ideal scenario for the U.S. economy (and the
financial markets) would be an “immaculate disinfla-
tion.” Although this optimistic economic scenario
currently appears to be developing, monetary cycles
are always fraught with challenges, and, although an
economic “soft landing” is probable, the risk of re-
cession still exists.

The Year of the Snake

Opver several years, we have discussed, in detail and at
length, the consequences of global trade imbalanc-
es—especially as it relates to the Chinese economy.
These imbalances are the result of a variety of factors
and are of increasing relevance in today’s global mac-
roeconomic and geopolitical environment.

Specifically, according to the World Bank, while man-
ufacturing comprises roughly 16% of global GDP,
the manufacturing share of China’s GDP is 28%
(among the highest in the world), whereas for the
US. itis 11% (among the lowest for any major econ-
omy). The opposite is true for consumption: while
consumption accounts for 72% of global GDP, it
accounts for 82% of U.S. GDP and only 53% of Chi-
na’s GDP. This means that although China compris-
es around 17% of global GDP, it accounts for around
29% of global manufacturing and 13% of global con-
sumption. The U.S., which accounts for 26% of
global GDP, accounts for less than 16% of global
manufacturing and nearly 26% of global consump-
tion.

As previously announced by President Xi Jinping,
China’s economic focus has now shifted toward
“new, quality productive forces.” The slogan, rooted
in 19th century Marxist ideology, has become short-
hand for Xi’s vision of economic growth under-
pinned by China’s increasingly-advanced manufactur-
ing industries. The idea is to spur innovation and
growth through massive investments in manufactur-
ing—particularly in technology and clean energy—as
well as through robust spending on research and de-
velopment.

Although the Xi administration has finally stopped
the unsustainable build-up of trillions of Yuan of
debt by China’s real estate developers and most of its
provincial governments, the failure to find new con-
sumer-focused drivers of economic growth raises
more fundamental questions about this new econom-
ic directive. For this new policy to work, China must
expand its share of global manufacturing—and the
rest of the world is unlikely to accommodate that
goal, in our opinion.

To us, these imbalances are representative of an un-
healthy global trade environment that is not sustaina-
ble over the long run.

In the current international trading regime, some
countries, such as the U.S. and the United Kingdom,
consistently import more than they export; while oth-
ers, such as China and Germany, consistently export
more than they import. Under the economic concept
of “comparative advantage” (created by British econ-
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omist David Ricardo in the 19th century), the pur-
pose of trade is for each country to maximize domes-
tic welfare by maximizing the value of imports, which
in turn means maximizing the value of exports used
to purchase those imports.

However, the current trade regime does not allow
comparative advantage to determine which econo-
mies specialize in what; instead, each country’s true
comparative advantage is obscured by distortionary
subsidies from the demand side of the economy. In
surplus countries, industrial and trade policies force
households to subsidize the manufacturing sector,
giving the manufacturing sectors in these countries a
competitive advantage against the manufacturing sectors
of deficit countries. It is the suppression of labor
costs, rather than increases in productivity, that drives
the distribution of manufacturing throughout the
world.

These subsidies leave domestic consumers in surplus
countries unable to absorb domestic production.
This has turned the global trading system into one in
which the purpose of exports is not to maximize the
value of imports, but instead to externalize the conse-
quences of suppressed domestic demand. This is re-
ferred to as a “beggar-thy-neighbor” economic trade
approach. As a result, deficit countries end up paying
the price of suppressed domestic demand in surplus
countries. Rebalancing would require a shift in the
economic model that will reverse decades of explicit
and implicit transfers in which households have sub-
sidized investment and manufacturing.

Every historical precedent suggests that China will
only be able to regain sustainable economic growth
by rebalancing domestic demand from investment
(whether it is property, infrastructure, or manufactur-
ing) to consumption. The transition will be difficult
because this redistribution will undermine the eco-
nomic, financial, and political institutions that under-
pin China’s manufacturing competitiveness and its
government-led investment.

There should be no illusions about how substantial—
and difficult—the needed structural adjustment is. If
China reduces the investment share of GDP by ten
full percentage points, it will still have one of the
highest investment shares of GDP in the world. And

after decades of running the highest investment share
of GDP in history (and massive overbuilding in prop-
erty, infrastructure, and, increasingly, manufacturing),
even that adjustment is probably far too little. Most
countries have been unable to manage such a shift
without serious economic and political disruptions.
The one major exception—]Japan—was the only one
that did not begin the process with the excessive gov-
ernment debt levels that China has. And it took Ja-
pan 17 years (from 1991 to 2008) to make the ten-
point adjustment. Some analysts argue that Japan’s
experience does not matter because China today is
not Japan in 1991. That is true—but mainly because
China is poorer, its imbalances far greater, and gov-
ernment debt levels higher. Those are not good dif-
ferences.

Conflicted Trade

The whole point of “beggar-thy-neighbor” economic
trade policies is to subsidize production at the ex-
pense of consumption and to export to one’s trade
partners, in the form of a trade surplus, the conse-
quence of the rising domestic gap between supply
and demand. When economies become competitive
by repressing domestic demand, they undermine the
comparative advantage mechanism—the main benefit
of globalization—in favor of competitive advantage,
which ends up repressing globa/ demand.

If one or more large economies implement “beggar-
thy-neighbor” policies in which manufacturing is sub-
sidized at the expense of domestic demand—and the
cost of it is externalized by running trade surpluses—
their trade partners with open trade and capital ac-
counts will have to absorb the consequences in the
form of some combination of higher unemployment,
lower wages, or higher fiscal or household debt.
They will also see their overall manufacturing sectors
continue to erode.

The relative decline of U.S. manufacturing over the
past several decades was a partial (and substantial)
consequence of the special role that the U.S. econo-
my plays in absorbing global savings imbalances.

Page 7



Windward Capital 2024 Fourth Quarter Review

This role means that the U.S. economy is driven (in a
fairly automatic way) by the obverse of industrial pol-
icies implemented abroad that boost manufacturing
sectors at the expense of domestic consumption.
Just as these industrial policies abroad usually work
by forcing transfers from domestic households that
subsidize manufacturing (and repress domestic de-
mand, thereby leading to persistent trade surpluses),
they have the obverse impact on U.S. consumption
and manufacturing.

That is why any trade policy that reverses these trans-
fers will likely work to strengthen U.S. manufactur-
ing. And while this could come at the expense of
overall U.S. consumption (relative to GDP, that is), if
the right measures are implemented, we believe these
transfers will also allow U.S. producers to grab a larg-
er share of American demand—and by expanding
both business investment and raising wages, can re-
sult in growth for both U.S. consumption and U.S.
GDP.

Most economists agree that trade intervention reduc-
es global welfare in a well-functioning global trading
system in which countries specialize in producing
goods in which they have comparative advantage and
exports these goods in order to maximize the value
of imports. But we do not live in such a world—and
have not for decades. We live in a “beggar-thy-
neighbor” world in which some major economies
suppress the growth in household income in order to
maximize global competitive advantage. These coun-
tries run persistent trade surpluses in order to shift
the consequences of deficient domestic demand to
their trade partners. But it is just a matter of time
before deficit countries retaliate with their own inter-
ventionist policies.

The purpose of trade intervention should not be to
prevent global free trade, but rather to force the
abandonment of the “beggar-thy-neighbor” distor-
tions that undermine a well-functioning global free
trade regime.

A tariff is just one of many trade and industrial poli-
cies that transfer income from one sector of the
economy to another. Its impact on the economy de-
pends on the nature, extent, and direction of the
transfers.

Tariffs “work” by shifting income from consumers to
producers. This matters because total U.S. consump-
tion depends, not on consumer prices, but mainly on
production. The more that Americans produce, the
more they consume. The proper way to understand
tariffs, in other words, is to recognize that, while they
shift the balance from consumption to production,
the goal is to increase both by increasing production
more quickly than consumption. Tariff policy is
“successful” if it causes a rise in domestic production
that, in turn, drags up consumption with it; i.e., if it
causes Americans to consume more by producing
more. Tariff policy is a “failure” if it fails to cause a
rise in production; in which case, tariffs shift the bal-
ance from consumption to production mainly by
causing consumption to fall. It is in that case that
consumers are worse off.

In our opinion, today’s global trade system is dys-
functional. Current trade rules allow and even incen-
tivize the perverse flow of capital away from where it
is most needed and most productive toward the
wealthiest parts of the world. Beyond depriving
countries of much needed investment, the global
trade system reflects broader problems that negatively
impact consumers worldwide. By failing to recognize
that industrial policy acts as a form of trade policy,
current rules have perpetuated a system characterized
by large, persistent, trade imbalances. Taking ad-
vantage of the free flow of capital, surplus countries
subsidize their manufacturing industries but pass on
the costs of these subsidies to deficit countries.

Over time, this has had important implications for
U.S. manufacturing, unemployment, and debt.
American assets are among the most attractive in the
world. As a result, countries that subsidize their pro-
duction via industrial and trade policy are acquiring
American assets to balance their surplus and, in turn,
the U.S. is running trade deficits. Because surplus
countries have subsidized their manufacturing at the
expense of domestic consumption, the U.S. manufac-
turing industry has been forced to indirectly subsidize
American consumption. This has caused the decline
of American manufacturing and a shift of global
manufacturing from deficit countries to surplus coun-
tries over the past five decades. It has also depressed
U.S. savings rates through a combination of higher
unemployment, higher household debt, investment
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bubbles, and an ever-growing fiscal deficit, all caused
by the influx of excess savings from surplus coun-
tries.

In our view, to shore up American manufacturing,
rein in debt, and generate higher-paying employment,
the U.S. must either lead a transformation of the
global trading system or force a change by unilaterally
opting out of its current role.

This will not be easy. A meaningful realignment of
global trade imbalances will end—or, at a minimum,
diminish—global U.S. Dollar supremacy, and it will
be strongly opposed by surplus countries. However,
the true potential for trade to serve as a tool of mutu-
al benefit by increasing the distribution of global
wealth cannot be unlocked without a change in the
terms of global trade. New trade rules are needed to
create an international trading system that preserves
U.S. freedom to set its own economic policy, protects
the U.S. from bearing the costs of other nations’ in-
dustrial policies, and allows for the allocation of re-
sources and production through a system of compar-
ative advantage.

The choice that the world faces is not between glob-
alization and deglobalization; nor is it a choice be-
tween free trade and trade intervention. It is, instead,
a choice between a healthy globalization of balanced
(and broadly free) trade and comparative advantage in
which demand is distributed in ways that maximize
productivity growth, or an unhealthy globalization in
which trade is distorted through demand-suppressing
policies aimed at gaining competitive advantage that
results in surging debt and asset bubbles.

Signal vs Noise

We believe that our strategy during the current in-
vestment environment remains consistent with the
investment strategy that we have followed in the
past—essentially: to invest in high-quality businesses
at the right valuations and hold them for as long as
they remain high-quality businesses. In addition, we
continue to believe that the long-term secular invest-

ment themes that we have previously identified re-
main intact.

Our investment process utilizes a combined top-
down/bottom-up approach wheteby, based upon our
analysis of the components of global macroeconomic
GDP, we identify a variety of investment themes,
both secular and cyclical, that drive further funda-
mental analyses of individual businesses that meet our
investment criteria. Currently, some of our invest-
ment themes include:

Rise of The Rest
Globalization and the development of the
middle class in emerging markets is a long-
term secular trend.

Disruptive Innovation
Companies that are disruptive innovators may
be well positioned to outperform their peers
in the current economic environment.

Regulation

Information Technology regulation,
Healthcare reform, Infrastructure investment,
and Climate Change policy are all currently
areas of government focus, and the economic
sectors within these areas may, therefore, be
subject to challenges or opportunities based
upon how successful the government is in
implementing its programs.

Continned De-leveraging
De-leveraging and the shrinking of private
and public balance sheets will be a multi-year
process that will restrain global macroeco-
nomic growth.

The Great Unwind
The eventual “normalization” of monetary
policy may result in unforeseen and unintend-
ed consequences.

China Rebalancing
The rebalancing of China’s economy from
investment- to consumer-driven has signifi-
cant global macroeconomic ramifications.
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Supply and Demand
Global macroeconomic growth remains ane-
mic due to a surfeit of supply and a dearth of
demand.

Demographics
Demographically, the aging of the popula-
tions of the developed, and some developing,
economies will have important implications
for future demand growth and entitlement
costs.

As you know, we do not predict, nor does your Wind-
ward portfolio own, “the market.” Instead, we seek to
mitigate market risk and generate excess returns by
making long-term investments in individual business-
es with the following underlying fundamental charac-
teristics:

Quality

Dominant, financially strong, leading compa-
nies with established managements, high in-
cremental returns on invested capital, and
business models with competitive advantages

Growth
Companies with predictable and sustainable
above-average growth in revenue, earnings,
and free cash flow

Valne
Companies that are undervalued on either an
absolute or relative basis, based upon our
projections of future cash flow and earnings

Our goal, as always, is to identify those companies
and invest in them for your Windward portfolio. Our
risk averse approach to managing your investments
causes us to take a more measured and unemotional
view of extremes in bullish or bearish sentiment and
find ways to potentially outperform the market with
less volatility by focusing on specific companies’ fun-
damentals.

Windward's portfolios of individual businesses, with
their own company-specific fundamental dynamics,
are continuing to thrive and prosper, in our opinion.

In the short term, this fact may be obscured by
“market action”—which results in highly-correlated
security price movements during periods of increased
volatility—and/or the negative influences of ETFs,
asset allocators, speculators, and algorithmic trad-
ers—whose focus is on baskets of securities or on
stock symbols, not on underlying business model
fundamentals. However, financial history has prov-
en, time and again, that, over the long term, investors
are ultimately rewarded by being owners of these
types of companies.

We believe that the “indices” will become less rele-
vant as time goes on and that successful wealth crea-
tion and capital preservation in the years to come will
become increasingly dependent upon the identifica-
tion and ownership of those businesses that, alt-
hough possibly impacted by exogenous events in the
short run, remain relatively immune to these global
macroeconomic issues over the long run due to their
own underlying growth dynamics.

We remain exceedingly optimistic on the prospects
for the individual companies that we own in Wind-
ward portfolios and encourage you to contact us
should you have any questions or concerns.

Bank for International Settlements

Bloomberg

Central Committee of the CCP

Congressional Budget Office

Council of Economic Advisers

FactSet

Federal Reserve Banks of Atlanta,
New York, San Francisco,
and St. Louis

International Monetary Fund

Organisation for Economic Co-
operation and Development

Reuters

CCP Central Economic Work
Conference

The World Bank

U.S. Bureau of Economic Analysis

U.S. Bureau of Labor Statistics

U.S. Congtress

U.S. Department of the Treasury

U.S. Federal Reserve

Sources:
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* There is no guarantee that the investment objectives
presented in this newsletter will be achieved. Moreover,
the past performance is not a guarantee or indicator of
future results.

Information provided is based on matters as they exist
as of presentation of this material and should not be
relied upon for future investment decisions.

This document does not constitute advice or a recom-
mendation or offer to sell or a solicitation to deal in any
security or financial product. It is provided for infor-
mation purposes only and on the understanding that
the recipient has sufficient knowledge and experience to
be able to understand and make their own evaluation of
the proposals and services described herein, any risks
associated therewith and any related legal, tax, account-
ing or other material considerations. To the extent that
the reader has any questions regarding the applicability
of any specific issue discussed above to their specific
portfolio or situation, prospective investors are encour-
aged to contact Windward Capital or consult with the
professional advisor of their choosing.

Certain information contained herein has been obtained
from third party sources and such information has not
been independently verified by Windward Capital. No
representation, warranty, or undertaking, expressed or
implied, is given to the accuracy or completeness of
such information by Windward Capital or any other per-
son. While such sources are believed to be reliable,
Windward Capital does not assume any responsibility for
the accuracy or completeness of such information.
Windward Capital does not undertake any obligation to
update the information contained herein as of any fu-
ture date.

Any indices and other financial benchmarks shown are
provided for illustrative purposes only, are unmanaged,
reflect reinvestment of income and dividends and do not
reflect the impact of advisory fees. Investors cannot in-
vest directly in an index. Comparisons to indexes have
limitations because indexes have volatility and other ma-
terial characteristics that may differ from a particular
hedge fund. For example, a hedge fund may typically
hold substantially fewer securities than are contained in
an index.

Certain information contained herein constitutes
"forward-looking statements,” which can be identified by
the use of forward-looking terminology such as “may,”
“will,”  “should,” “expect,” “anticipate,” “project,”
"estimate,” "intend,” "continue,” or "believe,” or the neg-
atives thereof or other variations thereon or comparable
terminology. Due to various risks and uncertainties, ac-
tual events, results or actual performance may differ ma-
terially from those reflected or contemplated in such
forward-looking statements. Nothing contained herein
may be relied upon as a guarantee, promise, assurance
or a representation as to the future.

HAS YOUR FINANCIAL CONDITION
CHANGED?

Portfolio decisions are based on an individual’s in-
come requirements, tax bracket, time to retirement,
risk tolerance, and other characteristics. If your fi-
nancial condition has changed, such as your invest-
ment objectives, risk tolerance, time horizon, or em-
ployment status, please notify us in writing immedi-
ately, as this may impact how we manage your ac-
count. Additionally, if you would like to place rea-
sonable restrictions on the way we manage your ac-
count, or revise any existing restriction, please notify
us in writing immediately. We strive to prepare a
portfolio that meets each investor’s objectives, and
the more information we have, the better the job we
can do. If you have any questions regarding your
portfolio, your asset allocation, or any investment
within your portfolio, please let us know.

THE FUTURE IS NOW

As you may know, we post a weekly commentary on
our website most Friday afternoons. We only mail
some of these comments out when markets are par-
ticularly unsettled. Please be aware that these notes
will continue to be available on-line at
www.windwardcapital.com under “Commentary.”

We encourage you to log into your account at your
custodian for real-time, updated account information.
If you need assistance, please call our Operations De-
partment at (310) 893-3000.

If you would like to receive a copy of our Form ADV
Part II or Form CRS free of charge, please email Jere-
my Johnson at : johnson@windwardcapital.com, or
call him at our main number: (310) 893-3000.
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